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SUMMARY 


Easements  are  partial  property  rights  that  may  help  achieve  a  variety  of  goals  related 
to  land  use.     This  report  discusses  easements  known  as  development  right  easements  or 
conservation  easements. 

A  conservation  easement  is  one  technique  for  achieving  open-space  objectives  for  land. 
Such  easements  may  be  effected  by  purchase  or  donation.     Reductions  in  several  types  of 
taxes  are  available  to  the  easement  donor  as  economic  incentives  for  easement  donation. 
One  of  the  major  tax  incentives  is  deduction  of  the  value  of  an  open  space  easement  in 
perpetuity  as  a  charitable  contribution  on  the  donor's  Federal  income  tax  return.  This 
is  possible  if  an  easement  is  donated  to  a  qualifying  charitable  organization  under 
section  170  of  the  Internal  Revenue  Code  of  1954.     Charitable  contributions  of  capital 
gain  property  are  generally  limited  to  30  percent  of  an  individual  taxpayer's  taxable 
income,  if  not  reduced  by  half  the  accrued  appreciation — 50  percent  otherwise — with  the 
possibility  of  a  carryover  of  the  undeducted  value  of  the  donation  for  up  to  5  addi- 
tional tax  years. 

Nominal  Federal  income  tax  savings  may  be  as  high  as  70  percent  of  the  easement  value 
donated.  However,  the  present  value  of  the  maximum  tax  savings  is  only  about  54  per- 
cent of  the  easement  value,  based  on  an  8-percent  discount  rate. 

In  addition  to  the  income  tax  deduction  from  easement  donation,  additional  tax  reduc- 
tions may  occur  annually  and/or  on  disposition  of  the  remaining  property  rights.  Local 
real  estate  taxes  on  the  land  should  be  less  after  the  development  rights  are  given 
away  in  a  conservation  easement.     Similarly,  capital  gain  tax  or  the  new  unified  estate 
and  gift  tax  may  be  decreased  when  the  easement  grantor  disposes  of  his  property. 
However,  easement  donation  would  never  be  economically  preferable  to  easement  sale — if 
that  alternative  exists.     Furthermore,   the  reduced  capital  gain  tax  when  land  subject 
to  an  easement  is  sold  is  not  likely  to  offset  the  loss  in  value  from  the  easement  gift 
not  recovered  through  income  tax  savings. 

Depending  on  taxpayer  goals  and  plans  for  the  property,  reduced  estate  and  gift  tax  may 
provide  an  economic  incentive  for  donation  of  conservation  easements  to  qualifying 
charitable  organizations.     However,  due  to  the  tax  rate  structure  and  unified  estate 
and  gift  tax  credit,  recovery  of  the  total  easement  value  through  reduced  taxes  appears 
possible  for  only  a  few  landowners  with  very  high  incomes  and  subsequently  great  tax- 
able wealth. 
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OPEN  SPACE  PRESERVATION: 
FEDERAL  TAX  POLICIES  ENCOURAGING  DONATION  OF  CONSERVATION  EASEMENTS 


by 

Arthur  B.  Daugherty 
INTRODUCTION 


This  report  analyzes  the  Federal  tax  incentives  which  may  encourage  landowners  to 
donate  easements  for  open  space  purposes.     A  technique  is  outlined  to  help  potential 
donors  to  estimate  tax  savings  available  and  determine  net  economic  costs  or  benefits 
of  donating  a  conservation  easement  in  perpetuity. 

A  number  of  techniques  have  been  used,  or  proposed,  to  maintain  open  space,  to  pre- 
serve agriculture,  and  to  control — or  provide  limits  and  direction  to — urban  develop- 
ment.    Several  of  these  techniques  are  described  and  examples  discussed  in  a  recent 
publication  of  the  Urban  Land  Institute  (21)  .!_/     A  conservation  easement  is  a  common 
technique  used  to  dedicate  land  to  open  space  uses.     The  means  of  acquiring  easements 
have  varied  considerably — including  voluntary  sales,   condemnation,  and  gift  or 
donation. 

A  1964  ruling  (Revenue  Ruling  64-205)  permitted  the  value  of  a  restrictive  easement 
donated  to  the  U.S.  Government  in  perpetuity  to  be  deducted  as  a  charitable  contribu- 
tion on  the  donor's  Federal  income  tax  return  (6_,  pp.  62-63).     This  ruling  required 
that  the  total  basis  of  the  property  be  reduced  by  the  amount  properly  allocable  to 
the  easement  granted.     Although  the  ruling  dealt  specifically  with  gifts  to  public 
agencies  for  exclusively  public  purposes,   in  practice,  easements  in  perpetuity  have 
qualified  for  charitable  donation  deductions  when  given  to  an  agency  or  group  qualify- 
ing as  a  charitable  organization  under  section  170  of  the  Internal  Revenue  Code  of 
1954. 

Congress,  in  the  Tax  Reform  Act  of  1969,  further  encouraged  donation  of  easements  by 
private  landowners  by  specifically  clarifying  the  tax  treatment  of  certain  easement 
gifts  under  sec.  170(f)(3)  of  the  code  (18,  p.   294).     The  Tax  Reform  Act  of  1976  fur- 
ther liberalized — at  least  for  a  short  time — the  requirements  for  claiming  a  chari- 
table deduction  by  allowing  an  income  tax  deduction  under  sec.  170(f)(3)  of  the  code 
for  donation  of  easements  of  not  less  than  30  years  duration  granted  to  a  qualifying 
charitable  organization  exclusively  for  conservation  purposes  (19 ,  90  STAT.  1919). 
However,   this  liberalized  provision  applied  only  to  donations  made  between  June  13, 
1976  and  June  14,  1977  (19,  90  STAT.  1920). 

The  Tax  Reduction  and  Simplification  Act  of  1977  further  revised  and  extended  certain 
provisions  relating  to  the  transfer  of  partial  interests  in  property  for  conservation 
purposes.     Section  170(f)(3)(B)  of  the  code  was  amended  to  permit  a  charitable  contri- 
bution deduction  for  the  value  of: 


!_/  Underscored  numerals  in  parentheses  refer  to  literature  cited  at  the  end  of  this 
report . 


(iii)  a  lease  on,  option  to  purchase,  or  easement  with  respect  to 
real  property  granted  in  perpetuity  to  an  organization  described  in  sub- 
section (b)(1)(A)  exclusively  for  conservation  purposes — (17 ,   91  STAT. 
154). 

The  amendment  quoted  above  applies  to  contributions  or  transfers  made  from  June  14, 
1977  to  June  13,  1981. 

Special  tax  treatment  of  a  specific  taxpayer  action  may  signal  that  the  act  is  socially 
desirable  and  provide  an  economic  incentive  for  the  taxpayer  to  perform  that  act. 
Economists  have  generally  avoided  explicit  analysis  of  the  value  of  tax  provisions  as 
signals,  although  this  may  be  the  only  way  to  explain  some  taxpayer  behavior.     On  the 
other  hand,   there  is  probably  a  tendency  for  proponents  of  easement  donation  programs 
to  oversell  the  tax  advantages.     This  is  easily  enough  done  since  the  progressive  tax 
rate  structure  and  the  complexities  of  the  tax  code  make  it  difficult  to  quantify  the 
tax  benefits  of  an  easement  donation  (or  other  activity  encouraged  through  tax 
incentives) . 

The  analysis  in  this  report  is  based  on  a  systematic  examination  of  the  tax  code  as  it 
applies  to  taxpayers  with  various  levels  of  taxable  income,  easement  values,  gross 
income,  and  estate  planning  options.     The  examples  and  tables  presented  herein  are 
based  on  Federal  tax  computation  procedures  applicable  to  the  tax  year  1977  and  tax 
laws  as  of  February  1978. 

Data  were  not  available  on  the  extent  or  magnitude  of  use  of  the  particular  tax  provi- 
sions examined.     However,  in  1974  less  than  657,000  (0.9  percent)  of  the  74.6  million 
families  and  unrelated  individuals  reporting  income  in  1974  had  total  money  income  of 
$50,000  or  more  (16,  p.  1).     Another  8  percent,  or  approximately  5.9  million  families 
and  unrelated  individuals,  reported  1974  money  incomes  between  $25,000  and  $49,999.  It 
is  not  known  what  portion  of  these  taxpayers  own  property  on  which  conservation  ease- 
ments might  be  sought,  or  what  proportion  of  them  might  be  inclined  to  make  a  donation. 
Therefore,  we  can  conclude  that  the  program  is  unlikely  to  become  a  major  general  tool 
for  land  use  control,  although  it  may  be  locally  or  regionally  significant  among 
certain  ownership  classes  or  enclaves  of  affluent  landowners. 


THE  ORIGIN  AND  USE  OF  EASEMENTS  FOR  OPEN  SPACE  PURPOSES 

The  use  of  easements  to  transfer  certain  rights  to  property  from  the  fee  simple  owner 
to  others  is  an  ancient  device.     Even  the  use  of  easements  for  conservation  purposes 
goes  back  many  years.     For  example,  Whyte  states: 

In  1900  Charles  Eliot  had  easement  provisions  incorporated  into  the 
Massachusetts  Bay  Circuit  Act.     At  the  urgings  of  Frederick  Law  Olmsted, 
a  number  of  scenic  easements  were  acquired  in  California.     In  1930, 
through  the  Capper-Cramton  Act,   Congress  authorized  easement  acquisition 
along  the  streams  and  parkways  of  the  national  capitol  area.     In  the 
thirties,   the  National  Park  Service  used  scenic  easements  along  many 
stretches  of  the  Blue  Ridge  and  Natchez  Trace  Parkways   (22 ,  p.  83-84). 

An  easement  is  "a  right  or  interest  in  land  less  than  full  fee  ownership"   (_3,  p.  1). 
Additional  definitions  and  discussions  of  easements  may  be  found  in  (_5)  and  (12)  . 
Easements  may  be  acquired  in  a  number  of  ways:     purchase  (through  voluntary  agreement), 
condemnation,  or  gift.     The  nature  of  the  easement  and  the  purpose  for  which  it  is  to 
be  used  may  limit  the  means  of  acquiring  the  easement.     This  paper  will  focus  on  ease- 
ments established  and/or  transferred  by  gift. 
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Easement  Classification  System 


Easements  are  commonly  categorized  as  "positive"  or  "negative"  and  as  appurtenant  ease- 
ments or  easements  in  gross.     Positive  easements  are  devices  which  permit  the  easement 
grantee  certain  specified  rights  to  the  grantor's  property.     Negative  easements,  in 
contrast,  limit  or  restrict  the  grantor's  use  of  his  property  for  the  benefit  of  the 
easement  grantee.     Both  positive  and  negative  easements  may  be  either  "appurtenant" 
(relating  to  the  use  of  nearby  land  owned  by  the  easement  grantee)  or  "in  gross" 
(transferring  an  interest  in  or  rights  to  the  grantor's  property  without  the  grantee 
owning  or  occupying  nearby  land) . 

Examples  of  the  four  types  of  easements  resulting  from  this  classification  scheme  are 
listed  below: 

1.  A  positive  appurtenant  easement  may  be  a  right-of-way  across  the  easement 
grantor's  property  as  access  to  the  grantee's  adjacent  property. 

2.  A  negative  appurtenant  easement  may  be  a  highway  scenic  easement  which  pro- 
hibits the  grantor  from  blocking  the  view  from  the  highway,  or  a  clearance 
easement  which  limits  the  building  height  which  may  be  constructed  on  the 
grantor's  property  as  protection  of  the  flight  path  for  an  adjacent  or  nearby 
airport. 

3.  A  positive  easement  in  gross  might  be  characterized  by  the  rights  granted  to 
an  individual  or  firm  to  maintain  a  sign  or  billboard  on  another's  property, 
without  owning  any  adjacent  or  nearby  property. 

4.  A  negative  easement  in  gross  is  typified  by  "open  space",  "development  right", 
or  "conservation"  easements  which  limit  or  restrict  the  fee  owner's 
(grantor's)  use  of  the  property  (for  example  to  subdivide  and  build  housing) 
without  permitting  the  grantee  any  use  of  the  property. _2/ 

The  remainder  of  this  report  focuses  on  the  fourth  type  of  easement  described  above — 
negative  easement  in  gross. 

There  have  been  questions  raised  about  the  legality  of  negative  easements  in  gross. 
One  concern  has  been  whether  the  conditions  of  an  easement  are  enforceable  if  the 
grantee  does  not  own  property  nearby.     Although  the  courts  have  generally  upheld  such 
easements,  Whyte  has  suggested  that  it  is  helpful  if  the  easement  grantee  owns  pro- 
perty nearby  as  an  "anchor"   (22,  p.  83).     Another  legal  question  arises  regarding  the 
continuity  of  easements  in  gross  should  the  easement  be  transferred — to  a  different 
State  agency,  for  example.     Beuscher  contends  that  these  and  many  other  legal  ques- 
tions need  never  arise  if  the  legal  documents  carefully  specify  all  of  the  character- 
istics, restrictions,  and  conditions  of  the  easement  being  established  (1^,  p.  30). 

Whyte  has  indicated  that  the  best  defense  against  many  legal  challenges  of  such  ease- 
ments is  State  enabling  legislation  authorizing  their  use  for  open  space  purposes. 
Any  such  legislation  should  be  explicit  with  respect  to  the  purpose  for  which  ease- 
ments can  be  used  and  the  rights  of  the  parties  involved. 

According  to  l^Jhyte,  a  model  easement  bill  for  open  space  purposes  was  first  drafted 
for  Pennsylvania  (22 ,  p.  84) ._3/     It  was  not  favorably  received  in  Pennsylvania,  but 

_2/    Most  negative  easement  agreements  do  permit  the  grantee  access  to  the  property 
to  police  the  conditions  of  the  easement.     To  that  extent  conservation  easements  are 
"positive"  easements.     However,   the  grantee  has  no  rights  to  use  the  property  in  the 
normal  sense  of  the  word. 

V     For  a  copy  of  this  proposed  bill  see  (23 ,  p.  59). 
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was  seized  as  a  starting  point  for  a  California  bill.     The  California  Easement  Act  was 
passed  in  1959 Information  about  the  California  legislation  was  widely  distributed 
leading  to  a  similar  bill  being  adopted  in  New  York  within  a  year. V    By  the  end  of 
1961,  easement  legislation  was  passed  in  Maryland,  Massachusetts,  and  Connecticut  (23, 
pp.  45-47).     Similar  easement  enabling  legislation  was  eventually  passed  in 
Pennsylvania  .6^/ 


Conservation  Easements 

The  term  "conservation  easement"  has  been  frequently  used  in  recent  years  to  describe 
the  development  rights  to  property  transferred  to  some  agency  or  organization  by  the 
fee  owner  of  the  land.     Other  terms  sometimes  used  having  the  same  general  meaning 
include:     open  space  easement,  scenic  easement,  negative  easement,  and  conservation 
right  (10,  p.  68).    Whyte  seems  to  have  coined  the  term  "conservation  easement", 
attempting  to  avoid  some  of  the  connotations  of  "development  rights"  and  yet  retain  a 
descriptive  term  with  a  broader  inference  than  some  of  the  others  (23,  p.  8). 

Although  categorized  as  a  negative  easement,  the  usual  conservation  easement  goes 
somewhat  beyond  the  definition  of  a  simple  negative  easement  to  authorize  activities 
to  enforce  the  terms  of  the  easement.     One  easement  form  that  has  been  used  "not  only 
restricts  the  landowner,  but  also  creates  in  the  grantee  the  right  to  enter  upon  the 
land  to  inspect,  remove  any  violations,  restore  the  property,  and  to  erect  certain 
signs  or  markers"  (2^,  p.  2). 

To  qualify  for  charitable  deductions  under  provisions  of  the  Internal  Revenue  Code, 
gifts  of  conservation  easements  must  be  in  perpetuity That  is,  once  granted,  they 
remain  with  the  land  and  all  subsequent  landowners  are  subject  to  the  conditions  of 
the  easement  .8^/    Conservation  easements  may  also  contain  a  reverter  clause  which 
states  that  if  the  organization  holding  the  easement  ceases  to  exist  or  function,  the 
easement  will  be  turned  over  by  the  courts  to  another  organization  or  agency  with  the 


4/    Ch.  1658,  1959  Cal.  Stat.  4035,  Cal.  Gov.  Code,  Sections  6950-6954. 

bj    N.Y.  Gen.  Municipal  Law,  Bk.  23,  Sec.  247  (1960). 

6^/     1967  Pa.  Laws  992  (1968),  Pa.  Stat.  Ann.  tit.  32  §  5001-5013. 

y  Except  for  contributions  or  transfers  of  not  less  than  30  years  duration  made 
between  June  13,  1976  and  June  14,  1977  (19,  90  STAT.  1919-1920). 

8^/    One  method  to  assure  the  perpetuation  of  the  easement  is  to  include  specific 
language  to  that  effect  in  the  Deed  of  Easement.     For  example.  The  Maryland  Environ- 
mental Trust  includes  a  statement  in  their  sample  easement  as  follows: 

The  grantor  agrees  that  the  terms,  conditions,  restrictions,  and  purposes 
of  this  Conservation  Easement  will  be  inserted  by  him  in  any  subsequent 
deed  or  other  legal  instrument,  by  which  he  divests  himself  of  either  the 
fee  simple  title  to  or  of  his  possessory  interest  in  the  subiect  property 
(11,  p.  21). 
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same  goals  and  philosophy  as  the  original  grantee. 9^/    Without  such  a  reverter  clause, 
there  would  be  no  assurance  that  the  easement  will  continue  to  exist  for  at  least  30 
years  or  in  perpetuity,  as  the  case  may  be.     Without  reasonable  assurance  that  the 
easement  will  remain  in  force  for  the  required  time  period,   it  is  unlikely  the  Internal 
Revenue  Service  would  allow  the  easement  value  to  be  deducted  by  the  grantor- taxpayer 
as  a  charitable  donation. 


FEE  OWNER  DONATION  OF  CONSERVATION  EASEMENT 


Several  conditions  must  exist  if  desired  open-space  land  uses  are  to  be  achieved 
through  landowner  donations  of  conservation  easements.     These  include: 

1.  A  strong  desire  on  the  part  of  the  fee  owner  that  the  land  remain  open; 

2.  A  parcel  of  land  that  is  desirable  for  open-space  purposes,  yet  has  value  for 
more  intensive  uses  (if  the  donor  expects  to  obtain  tax  benefits);  and 

3.  An  agency  or  organization  to  act  as  grantee  with  open-space  objectives 
similar  to  those  of  the  prospective  easement  grantor. 

In  some  cases,  a  prospective  easement  donor  may  want  to  protect  his  estate  from 
encroaching  development,  while  reducing  his  taxes.     In  other  cases,  a  farmer  may  wish 
to  eliminate  the  development  pressures  on  his  property  and  ease  the  transfer  of  the 
estate  upon  his  death.     Other  cases  may  involve  pure  philanthropy.     In  any  case,  in 
order  for  value  to  be  given  up,   there  must  be  demand  for  the  land  for  other  than  open- 
space  uses.     The  strength  of  this  demand  will  affect  the  per  unit  value  of  the  ease- 
ment donated. 

Not  all  land  should  be  considered  for  open-space  easements.     The  acceptance  of  conser- 
vation easements  should  be  based  on  a  comprehensive  plan  for  the  development  and  use 
of  the  total  geographic  area  affected.     Of  course,  certain  topographic  areas  are  prime 
targets  for  preservation  as  open  space  due  to  natural  processes  and  limitations. 
These  include  marshes,  flood  plains  of  streams,  and  very  steep  slopes,   to  name  just  a 
few.     These  areas  may  be  kept  open  through  other  techniques — such  as  zoning.  However, 
zoning  is  often  too  easily  changed  and  thus  the  land  use  control  is  weak.  Easements 
also  provide  a  vehicle  to  achieve  a  public  purpose — such  as  flood  damage  prevention — 
without  necessarily  having  public  access.     The  fee  owner  can  proceed  with  his  own  open- 
space  use  of  the  property  essentially  undisturbed  as  a  result  of  the  easement. 

A  wide  variety  of  public  and  charitable  organizations  can  be  grantees  of  conservation 
easements.     An  obvious  group  would  be  local  governments — boroughs,  cities,  townships. 


9^/    Most  easements  contain  reverter  clauses  so  that  if  the  purpose  for  which  the 
easement  was  created  is  abandoned,   the  rights  contained  in  the  easement  return  to  the 
owner  of  the  fee  simple  (22,  p.  83).     To  assure  that  conservation  easements  continue 
in  perpetuity,   they  may  contain  clauses  which  assign  the  right  of  reverter  to  a  third 
party.     The  third  party  may  be  another  specific  organization  with  similar  goals  or  may 
be  an  unnamed  assignee  to  be  determined  by  the  courts.     An  example  of  the  latter  form 
is  contained  in  a  sample  easement  deed  of  the  Tri-County  Conservancy  of  the 
Brandywine,  Inc.: 

In  the  event  the  Grantee,   its  successors  or  assignee,   shall  cease 
to  exist  as  a  body  corporate  of  the  State  of  Delaware,  this  easement  shall 
run  to  the  benefit  of  such  body  corporate  or  persons  as  may  be  determined, 
under  the  doctrine  of  cy  pres,   shall  have  the  rights  contained  herein  (15). 
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and  counties.     In  certain  circumstances,  the  State  or  Federal  Government  may  be  the 
appropriate  grantee.     However,   there  are  many  other  agencies  or  organizations  quali- 
fied to  receive  charitable  donations  which  may  have  open  space  objectives  more  closely 
aligned  with  the  prospective  easement  grantor.     These  include  conservancy  districts, 
land  trusts,  and  conservation  commissions,  as  well  as  many  other  private  organizations. 
The  Open  Space  Action  Committee  lists  some  20  private  organizations  interested  in  land 
just  in  the  Connecticut-New  York-New  Jersey  area  (14,  p.  76-78). 


THE  ECONOMICS  OF  FEDERAL  TAX  POLICIES  ENCOURAGING 
DONATION  OF  CONSERVATION  EASEMENTS 


The  donation  of  a  conservation  easement  on  land  in  perpetuity  to  a  charitable,  educa- 
tional, public,  or  other  qualifying  agency  or  organization,  may  result  in  considerable 
tax  reduction  benefits  to  the  donor . 10/     Theoretically,  in  any  instance  where  a  tax  is 
based  on  the  value  of  the  land,  some  benefits  would  accrue  to  the  easement  donor 
(grantor) .     This  implicitly  assumes  that  there  is  demand  for  the  land  for  other  than 
open-space  uses  and  that  some  value  is  given  away  when  the  easement  is  donated. 

The  following  sections  discuss  and  present  examples  describing  tax  effects  of  donating 
a  conservation  easement.     The  analysis  focuses  on  the  reduction  of  Federal  income  tax, 
but  also  investigates,   somewhat  less  rigorously,  the  other  Federal  tax  reduction 
effects  of  donating  a  conservation  easement  on  property  in  perpetuity  to  a  qualifying 
charitable  organization. 

Under  certain  circumstances  there  may  be  local  real  estate  tax  benefits  to  a  landowner 
from  the  donation  of  a  conservation  easement  on  his  or  her  property.     The  benefits,  if 
any,  depend  on  such  factors  as  current  or  planned  land  use.  State  assessment  law,  and 
local  assessor  practice.     A  local  property  tax  benefit  would  occur  from  conservation 
easement  donation  where  preferential  use-value  assessment  is  not  available  or  not 
applicable  to  the  existing  land  use  and  where  the  difference  in  the  market  value  of 
the  land  with  and  without  the  conservation  easement  is  recognized  by  the  local  tax 
assessment  officials.     However,  reduction  in  the  donor's  local  real  estate  taxes  would 
produce  a  slight  increase  in  the  donor's  personal  Federal  income  tax. 11/ 

There  will  be  no  local  real  estate  tax  benefit  from  easement  donation  if  the  land  is 
used  for  agriculture  or  forestry  and  the  State  has  a  preferential  use-value  assessment 
law  for  these  purposes.     The  nature  and  extent  of  State  programs  providing  differen- 
tial assessment  of  farmland  and  open-space  land  are  discussed  in  (4_)  . 

In  other  cases,   the  local  tax  assessor  may  already  be  allowing  an  ad  hoc  preferential 
assessment  based  on  current  use  rather  than  on  highest  and  best  use  or  market  value. 
Furthermore,   in  some  locations  the  difference  in  property  value  to  the  owner  after 
dedication  of  the  easement  is  not  necessarily  recognized  by  the  tax  assessor.  Hence 
the  owner  has  no  assurance  of  lower  local  property  taxes  after  relinquishing  some  of 
his  rights  to  the  property  in  the  form  of  an  easement.     A  landowner  in  such  an  area 


10/     A  slight  benefit  from  donating  a  conservation  easement  to  a  nonqualifying 
organization  (a  "private  charity")  may  accrue.     However,   the  deduction  allowed  is 
considerably  less  than  for  donations  to  qualifying  charitable  organizations.  The 
extent  of  the  difference  will  be  discussed  later. 

11/     That  is,   the  reduction  in  local  real  estate  taxes  would  mean  a  reduced  deduc- 
tion for  real  property  taxes  paid  by  the  property  owner  and  therefore  a  slight 
increase  in  the  individual's  personal  Federal  income  tax  liability.     Although  expected 
to  be  a  very  minor  cost,   it  should  be  considered  when  evaluating  the  effects  of 
conservation  easement  donation. 
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can  benefit  from  a  charitable  deduction  on  his  Federal  income  tax  return.     He  may  also 
benefit  in  the  future  from  reduced  capital  gain  tax  and  reduced  gift  tax  or  lower 
estate  taxes  depending  on  the  disposition  of  his  land. 

Charitable  Contribution  Tax  Deduction  Effects  of  Easement  Donation 

Conservation  easements  donated  in  perpetuity 12^/  to  a  charitable  organization  or  agency 
can  be  deducted  on  the  donor's  personal  income  tax  return  as  a  charitable  contribution 
under  section  170  of  the  Internal  Revenue  Code  of  1954,  as  amended  by  the  Tax  Reform 
Act  of  1969.     In  fact,  the  Conference  Report  on  the  Tax  Reform  Act  of  1969  indicates 
in  discussing  the  gift  of  the  use  of  property  (section  170(f)(3)  of  the  code)  that: 

The  conferees  on  the  part  of  both  Houses  intend  that  a  gift  of  an  open  space 
easement  in  gross  is  to  be  considered  a  gift  of  an  undivided  interest  in  pro- 
perty where  the  easement  is  in  perpetuity  (18,  p.  294). 

The  value  of  the  donation  "if  not  separately  and  distinctly  valued"  may  be  determined 
as  the  difference  in  the  fair  market  value  of  the  property  before  the  granting  of  the 
easement  and  the  fair  market  value  of  the  property  after  the  granting  of  the  easement 
according  to  Rev.  Rul .  73-339  (7_,  pp.  68-69).     The  provisions  of  Rev.  Rul .  73-339  were 
further  clarified  by  Rev.  Rul.   76-376  (8^,  pp.  53-54).     A  professional  appraisal  of  the 
easement  value  is  recommended.     In  many  cases,   the  organizations  or  agencies  willing 
to  accept  conservation  easements  will  provide  a  professional  appraisal  at  no  cost  to 
the  landowner.     However,  appraisal  by  a  recognized,  competent,   independent,  profes- 
sional appraiser  familiar  with  local  values  is  preferred  in  case  the  appraisal  should 
be  contested. 

The  amount  of  the  charitable  deduction  (as  well  as  some  other  tax  benefits)  from  con- 
servation easement  donation  will  depend  on  whether  the  property  affected  has  been  held 
by  the  donor  long  enough  to  qualify  for  capital  gain  tax  treatment  upon  disposition. 13^ 
If  it  has  been  held  long  enough,  the  charitable  deduction  from  donation  of  capital 
property  can  equal  the  total  fair  market  value  of  the  property  rights  given  up.  If 
the  property  has  not  been  held  long  enough  to  qualify  for  capital  gain  tax  treatment, 
the  donation  must  be  reduced  by  the  amount  of  any  short-term  gain.     The  donation  would 
then  be  essentially  the  donor's  original  cost  basis  of  the  rights  given  up  in  the 
conservation  easement. 

The  charitable  deduction  on  an  individual's  personal  Federal  income  tax  return  for 
donating  a  conservation  easement  to  a  qualifying  charitable  organization  may  be  up  to 


12/  Plus  easements  donated  for  at  least  30  years  during  the  period  June  13,  1976  to 
June  14,  1977  (19,  pp.  90  STAT.  1919-1920). 

13/     For  income  tax  years  1976  and  earlier,  the  capital  asset  holding  period  is  6 
months.     The  holding  period  was  changed  however  by  Sec.  1402  of  the  Tax  Reform  Act  of 
1976  for  tax  years  beginning  subsequent  to  1976.     For  tax  years  beginning  in  1977,  the 
holding  period  is  9  months.     It  is  1  year  for  tax  years  beginning  in  1978  and  there- 
after (19,  pp.  90  STAT.  1731-1733). 
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30  percent  of  the  donor's  contribution  base  in  any  year ,14/    However,  provision  is 
made  for  the  carryover  of  undeducted  value  for  the  succeeding  5  tax  years. 

If  the  easement  is  donated  to  a  nonqualifying  organization  ("private  charity"),  the 
charitable  deduction  is  limited  to  20  percent  of  the  donor's  contribution  base  and 
there  is  no  carryover  of  excess  donation  value  to  subsequent  tax  years.     In  addition, 
the  value  of  the  easement  donated  must  be  reduced  by  one-half  the  long-term  capital 
gain  that  would  have  resulted  had  the  easement  been  sold.     Thus,  there  is  little  eco- 
nomic incentive  to  donate  a  conservation  easement  to  a  nonqualifying  organization. 

The  Federal  income  tax  reduction  benefit  from  easement  donation  depends  on  a  number  of 
variables.     These  include: 

1.  the  value  of  the  property  right  given  up; 

2.  the  taxpayer's  contribution  base  in  the  year  of  donation  and  the  succeeding 
5-year  period;  and 

3.  the  taxpayer's  tax  table  incomel5/  without  considering  the  easement  donation 
(that  is,  the  total  deductions  other  than  the  charitable  contribution  for 
easement  donation)  in  the  year  of  easement  donation  and  for  the  succeeding 

5  tax  years. 

The  Federal  income  tax  savings  resulting  from  the  donation  of  a  conservation  easement 
are  presented  using  hypothetical  examples.     It  was  assumed  that  the  donation  would  be 
comprised  of  the  total  difference  between  the  property  value  without  and  with  the 
easement.     That  is,  it  was  assumed  that  the  easement  value  consisted  of  only  a  portion 
of  the  property  cost  basis  and  long  term  capital  gain  and  was  given  to  a  qualified 
charitable  organization.     The  annual  deduction  is  limited  to  30  percent  of  the  donor's 
annual  contribution  base  with  undeducted  value  of  the  donation  carried  over  for  up  to 
the  next  5  tax  years.     This  assumed  the  taxpayer  did  not  elect  to  reduce  the  long  term 
capital  gain  by  50  percent  in  order  to  obtain  a  deduction  of  50  percent  of  adjusted 
gross  income  in  the  year  of  contribution  with  a  similar  carryover  of  undeducted  value 
for  up  to  the  next  5  tax  years  (Section  170(b)  of  the  Internal  Revenue  Code). 

As  an  example  of  the  tax  savings  computations,  let  us  assume  Mr.  Green  decides  to 
donate  a  conservation  easement  on  80  acres  of  land  he  owns.     Assume  he  purchased  the 
land  in  1970  at  $1,800  per  acre.     The  appraised  values  now  are  $3,000  per  acre  without 
an  easement  and  $1,200  per  acre  subject  to  an  open  space  easement.     The  value  of  the 
easement  then  is  $3,000  minus  $1,200  or  $1,800  per  acre.     For  the  total  area  on  which 
Mr.  Green  is  donating  an  easement,  the  value  is  $144,000  (80  acres  @  $1,800  per  acre). 


14/    A  taxpayer's  contribution  base  is  his  or  her  adjusted  gross  income  computed 
without  regard  to  any  net  operating  loss  carryover  to  the  taxable  year.     An  individual 
can  qualify  to  deduct  up  to  50%  of  the  contribution  base  by  reducing  the  value  of  the 
donation  by  one-half  of  the  appreciation.     However,  a  considerable  tax  benefit  might 
be  foregone,  depending  on  the  taxpayer's  contribution  base,  property  basis,  and  pro- 
perty appreciation. 

Charitable  deductions,   in  total,  are  limited  to  50%  of  an  individual's  adjusted  gross 
income.     Therefore  other  cash  and  in-kind  charitable  deductions  must  be  taken  into 
account  when  determining  the  deduction  possible  from  donation  of  a  conservation  ease- 
ment to  a  qualifying  charitable  organization.     (Section  170(b)  of  the  Internal  Revenue 
Code.) 

15/     As  defined  for  line  34  of  Form  1040  for  1977.     This  must  be  reduced  by  the 
number  of  exemptions  x  $750.   to  obtain  "taxable  income"  (Line  3,  Schedule  TC,  Form 
1040)  if  a  taxpayer  is  required  to  use  Schedule  TC. 
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Assume  Mr.  Green  has  a  current  adjusted  gross  income  (contribution  base)  of  $80,000 
and  a  tax  table  income  of  $45,000.     Based  on  the  maximum  charitable  deduction  for 
donation  of  a  conservation  easement,  without  reduction  in  value  due  to  capital  gain, 
of  30  percent  of  adjusted  gross  income  and  a  carryover  of  any  excess  for  up  to  5 
additional  tax  years,  Mr.  Green  concludes  he  can  deduct  the  full  value  of  the  easement 
over  a  6-year  period.     That  is,  the  total  value  of  the  conservation  easement  ($144,000) 
will  not  be  greater  than  30  percent  of  his  expected  annual  adjusted  gross  income 
($80,000)  during  the  6-year  period  (.30  x  $80,000  x  6  =  $144,000).     Assume  also  that 
Mr.  Green's  other  charitable  donations  and  deductions  are  not  more  than  20  percent  of 
his  contribution  base  in  any  of  the  6  years.     If  they  were,   the  amount  of  the  easement 
value  which  could  be  claimed  as  a  charitable  deduction  would  be  reduced  such  that  the 
total  of  Mr.  Green's  charitable  deductions  would  not  be  more  than  50  percent  of  his 
contribution  base  in  any  year. 

The  income  tax  savings  for  Mr.  Green,   then,  is  the  difference  between  the  tax  on  his 
taxable  income  without  and  with  the  charitable  deduction  resulting  from  his  easement 
donation.     The  following  tabulation  depicts  these  savings  over  a  6-year  period  assum- 
ing a  constant  contribution  base  of  $80,000,  and  a  tax  table  income  of  $45,000  using 
tax  tables,   tax  rate  schedules  and  computational  procedures  applicable  to  the  1977  tax 
year: 


Year 


Remaining  value 
of  donation 


Deduction 


Tax 
savings 


Dollars 


Year  of  donation 
Carryover:  Year  1 
Year  2 
Year  3 
Year  4 
Year  5 


144,000 
120,000 
96,000 
72,000 
48,000 
24,000 


24,000 
24,000 
24,000 
24,000 
24,000 
24,000 


8,947 
8,947 
8,947 
8,947 
8,947 
8,947 


Total 


144,000 


53,682 


The  above  tabulation  is  based  on  a  tax  table  income  of  $45,000  without  the  $24,000 
charitable  deduction  from  conservation  easement  donation  and  $21,000  with  the  deduc- 
tion.    The  Federal  income  tax  on  these  tax  table  incomes  is  $12,104  and  $3,157 
respectively,  assuming  Mr.  Green  is  married  and  files  a  joint  return.     The  annual 
$8,947  reduction  in  income  tax,  over  the  6-year  period,  represents  a  recovery  of  about 
37  percent  of  the  value  given  up  when  he  donated  an  open  space  easement. 


If  Mr.  Green's  income  is  changing  (whether  increasing  or  decreasing)  from  year  to  year, 
his  annual  deduction  is  limited  to  30  percent  of  his  annual  contribution  base.  The 
following  example  shows  the  effect  of  a  varying  contribution  base  on  amount  of  ease- 
ment value  deductible  and  on  tax  savings,  assuming  that  the  tax  table  income,  before 
deducting  the  allowable  easement  donation,  is  $5,000  more  than  one-half  the  contribu- 
tion base: 
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Remaining 


Year 

Contribution 
base 

Tax  table 
income 

value  of 
donation 

Deduction 

Savings 

Dollars 

Year  of  donation 

80,000 

45,000 

144,000 

Ztf ,  UUU 

8,947 

Carryover:  Year 

1 

76,000 

43,000 

120,000 

ZZ, oUU 

8, 246 

Year 

2 

84,000 

47,000 

97,200 

ZD , ZUU 

9, 683 

Year 

3 

90,000 

50,000 

72, 000 

27,000 

10,813 

Year 

4 

88,000 

49,000 

45,000 

26,400 

10,425 

Year 

5 

98,000 

54,000 

18,600 

18,600  16/ 

8,567 

Total  144,000  56,681 


The  total  tax  savings  from  the  donation  of  the  $144,000  easement  is  $2,999  greater 
than  in  the  prior  example  due  to  taxable  incomes  exceeding  the  earlier  $45,000  in  4  of 
the  6  years . 

Estimating  the  amount  by  which  one's  Federal  incomes  taxes  will  be  reduced  due  to  an 
easement  donation  requires  the  knowledge  of,  or  assumed  values  for,  many  variables  as 
illustrated  in  the  example  above.     The  maximum  value  of  a  single  easement  donation 
deductible  as  a  charitable  contribution,  however,  depends  on  only  one  variable — 
adjusted  gross  income  or  contribution  base.     Its  estimated  value  for  the  year  of  ease- 
ment donation  and  the  succeeding  5  years  is  essential  in  computing  tax  deductions. 

Table  1  presents  the  maximum  annual  and  total  Federal  income  tax  deductions  for  ease- 
ment donations  for  selected  annual  contribution  bases  from  $10,000  to  $400,000.  These 
contribution  bases  and  the  maximum  annual  deductions  were  used  with  assumed  values  of 
tax  table  income,  to  estimate  tax  savings  from  easement  donation.     The  maximum  annual 
tax  savings  from  an  easement  donation  to  a  qualifying  charitable  organization  are 
shown  in  table  2  for  selected  values  of  annual  contributions  base  and  tax  table  income. 

The  reduction  in  Federal  income  tax  shown  in  table  2  varies  in  accordance  with  the 
marginal  tax  rates  applicable  without  and  with  the  charitable  deduction.     For  example, 
for  a  married  taxpayer  filing  a  joint  return  with  a  tax  table  income  of  $10,000,  the 
tax  savings  are  about  17  percent  on  the  first  $1,000  reduction  of  taxable  income  by  a 
charitable  deduction,  16  percent  for  the  next  $1,000,  16  percent  for  the  third  $1,000, 
15  percent  for  the  fourth,  and  7  percent  on  the  next  $1,000  reduction  of  taxable 
income.     However,  the  possible  tax  savings  are  also  affected  by  the  charitable  contri- 
butions limit  of  30  percent  of  the  taxpayer's  adjusted  gross  income.     Therefore  a  tax- 
payer with  a  $10,000  contribution  base  can  deduct  only  $3,000  per  year  as  a  charitable 
contribution  resulting  from  easement  donation  ($10,000  x  30%).     The  tax  reduction  then 
is  a  maximum  of  $493  per  year  (table  2,  line  1)  or  a  total  of  $2,958  over  6  tax  years 
for  a  single  donation.     The  tax  savings  at  this  income  level  average  16.4  percent  of 
the  maximum  deductible  value  (table  3) .     With  an  annual  contribution  base  of  at  least 


16/     The  maximum  deduction  could  be  $29,400  in  this  year  (.30  x  $98,000).  However, 
only  $18,600  of  easement  value  remained  to  be  deducted  in  the  last  year  the  donation 
deduction  could  be  carried  over. 
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Table  1  —  Maximum  Federal  income  tax  deduction  for  contributions  of 
conservation  easement  to  a  qualifying  organization 


Annual 
contribution 
basei/ 

:      Maximum  annual  deduction  : 
for  the  gift  of  conservation  : 
easement  in  perpetuity2/  : 

Maximum  total  deduction 
for  one  gift  of  conservation 
easement  in  perpetuity3/ 

Dollars 

Dollars 

10,000 

3,000 

18,000 

15,000 

A, 500 

27,000 

25,000 

7,500 

45,000 

50,000 

15,000 

90,000 

100,000 

30,000 

180,000 

200,000 

60,000 

360,000 

400,000 

120,000 

720,000 

1/     Defined  as  adjusted  gross  income  computed  without  regard  to  any  net 
operating  loss  carryback  to  the  taxable  year  under  section  172  of  the 
Internal  Revenue  Code. 


2J    Based  on  a  limit  of  30%  of  the  contribution  base  for  capital  gain 
property  without  a  reduction  in  value  for  accrued  capital  gains.     A  deduction 
equal  to  50%  of  the  contribution  base  could  be  claimed  if  the  value  of  the 
property  donated  were  reduced  by  one-half  the  accrued  capital  gains. 

_3/    Based  on  a  donation  of  30%  of  the  contribution  base  in  the  year  the 
easement  was  donated  and  full  carryover  for  the  succeeding  5  tax  years. 
This  assumes  the  same  income  in  each  of  the  tax  years  to  simplify  the 
illustration. 
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Table  2  —  Maximum  annual  Federal  income  tax  savings  from  charitable 

donation  of  a  conservation  easement  for  a  married  couple  filing 
a  joint  returnV 


Tax  table 

:                        Annual  contribution  base  (dollars)  IJ 

income  2/ 

'  10,000 

15,000  ; 

25,000 

;  50,000  : 

100,000  ; 

200,000 

400,000 

Dollars 

Do  1  1      T"  Q 

10,000 

493 

718 

151 

757* 

151* 

757* 

757* 

15,000 

859 

1,357 

1,701* 

1,701* 

1,701* 

1,701* 

25,000  ' 

2,014 

3,531* 

4,288* 

4,288* 

4,288* 

45,000  : 

6,165 

10,403* 

12,104* 

12,104* 

85,000 

16,304 

29,046* 

33,334* 

165,000 

38,418 

71,500* 

325,000 

84,000 

1/  Based  on  an  easement  value  limited  to  30%  of  the  contribution  base  for 
capital  gain  property  without  a  reduction  in  value  for  accrued  capital  gains. 
Tax  savings  were  computed  as  the  difference  in  tax  for  a  married  taxpayer 
filing  a  joint  return  on  (a)  tax  table  income  (column  1)  and  (b)  tax  table 
income  minus  maximum  deductible  easement  value  (30%  of  adjusted  gross  income) 
using  the  1977  tax  tables  and  tax  rate  schedules  for  married  taxpayers  filing 
jointly  and  surviving  spouses. 

2^/    Tax  table  income  (Form  1040,  Line  34)  before  deducting  the  maximum 
value  of  a  conservation  easement  computed  as  indicated  in  note  1  above. 

3^/    Defined  as  adjusted  gross  income  computed  without  regard  to  any  net 
operating  loss  carryback  to  the  taxable  year  under  section  172  of  the 
Internal  Revenue  Code. 

*      Depending  on  individual  circumstances,  taxpayers  with  the  associated 
contribution  bases  and  taxable  incomes  might  be  required  to  pay  additional 
"minimum  tax",  due  to  itemized  deductions  exceeding  60%  of  adjusted  gross 
income  and  on  other  tax  preference  items.     If  so,   the  tax  savings  from 
easement  donation  could  be  somewhat  smaller  than  shown.     (For  information  on 
"minimum  tax",   see  Sec.  56,  57  and  58  of  the  Internal  Revenue  Code.) 
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Table  3  —  Percentage  of  the  maximuin  value  of  charitable  donation  of 
conservation  easement  saved  through  reduced  Federal  income 
tax  for  a  married  couple  filing  a  joint  return  1_/ 


Tax  table 

Annual  contribution  base  (dollars)  3_/ 

income  1/ 

10,000  ;  15,000  ; 

25,000  ; 

50,000  ; 

100,000 

200,000 

400,000 

Dollars 

Percent 

10,000 

16.4  16.0 

10.1 

5.0* 

2.5* 

1.3* 

0.6* 

15,000 

19.1 

18.1 

11.3* 

5.7* 

2.8* 

1.4* 

25,000 

26.9 

23.5* 

14.3* 

7.1* 

3.6* 

45,000 

41.1 

34.7* 

20.2* 

10.1* 

85,000 

54.3 

48.4* 

27.8* 

165,000 

64.0 

59.6* 

325,000 

70.0 

1/  Based  on  an  easement  value  limited  to  30%  of  the  contribution  base  for 
capital  gain  property  without  a  reduction  in  value  for  accrued  capital  gains. 


2J    Tax  table  income  (Form  1040,  Line  34)  before  deducting  the  maximum 
value  of  a  conservation  easement  computed  as  indicated  in  note  1  above. 

_3/    Defined  as  adjusted  gross  income  computed  without  regard  to  any  net 
operating  loss  carryback  to  the  taxable  year  under  section  172  of  the 
Internal  Revenue  Code. 

*      Depending  on  individual  circumstances,  taxpayers  with  the  associated 
contribution  bases  and  taxable  incomes  might  be  required  to  pay  additional 
"minimum  tax"  due  to  itemized  deductions  exceeding  60%  of  adjusted  gross 
income  and  on  other  tax  preference  items.     If  so,  the  tax  savings  from 
easement  donation  could  be  somewhat  smaller  than  shown.     (For  information 
on  "minimum  tax",  see  Sec.  56,  57,  and  58  of  the  Internal  Revenue  Code.) 
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$16,000  the  permitted  charitable  deduction  reduces  the  tax  table  income  low  enough  to 
eliminate  all  tax  for  a  married  couple  filing  a  joint  return  ($5,200  or  less).  The 
maximum  tax  savings  then  are  $757  annually  or  $4,542  over  6  tax  years  for  an  easement 
donated  that  is  valued  at  $28,800.     This  tax  reduction  averages  15.8  percent  of  the 
donated  value. 

As  one  considers  higher  tax  table  incomes  (table  2),  the  proportion  of  value  donated 
that  is  saved  in  taxes  increases  with  tax  table  income.     The  maximum  savings  is  70 
percent  of  the  donated  value.     This  savings  is  indicated  in  the  last  line  of  table  3 
for  a  $325,000  tax  table  income.     For  a  person  with  an  adjusted  gross  income  of 
$400,000  annually,  $120,000  can  be  deducted  as  a  charitable  contribution  (table  1). 
For  any  taxpayer  with  a  $325,000  tax  table  income,  this  amounts  to  a  Federal  income 
tax  savings  of  $84,000  (table  2)  or  70  percent  (table  3)  of  the  value  given  away 
($120,000).     The  maximum  donation  is,  of  course,  still  subject  to  the  5-year  carryover 
provision  or  a  maximum  $720,000  deduction  assuming  the  same  adjusted  gross  income  over 
a  6-year  period  (table  1) . 

The  tax  reduction  from  easement  donation  then  is  a  direct  function  of  taxable  income 
as  reflected  by  the  marginal  tax  rates.     Therefore,  the  Federal  personal  income  tax 
incentive  for  conservation  easement  donation  is  highly  biased  toward  persons  with  very 
large  taxable  incomes.     However,  even  persons  with  middle-level  incomes  can  benefit, 
depending  on  other  incentives  and  long-term  plans  for  their  property. 

One  other  proviso  concerning  the  charitable  donation  of  a  conservation  easement  should 
be  noted.     If  the  easement  donor  has  a  reasonable  expectation  of  economic  benefit  in 
his  business  dealings  as  a  result  of  the  gift  then  it  is  not  a  charitable  contribution. 
17/    Therefore,  if  an  easement  will  enhance  the  value  of  other  adjacent  or  nearby  pro- 
perty or  property  interests  retained  by  the  donor,  a  charitable  deduction  may  not  be 
allowed.     The  possibility  of  such  a  ruling  should  be  discussed  with  legal  counsel 
prior  to  donation  of  a  conservation  easement.     Also,  when  appraised  on  a  "before  and 
after  easement"  basis,  it  may  be  determined  that  the  easement  on  part  of  a  property 
has  enhanced  the  value  of  the  remaining  property  to  the  extent  that  no  value  has  been 
given  away  by  granting  the  easement  (see  Rev.  Rul.  76-376  (8^,  pp.  53-54)). 

Capital  Gain  Tax  Effects  of  Easement  Donation 

In  addition  to  reduced  Federal  income  taxes  due  to  a  charitable  donation  deduction, 
the  donor  of  a  conservation  easement  may  benefit  from  reduced  capital  gains  tax  on  his 
property  if  he  sells.     If  land  is  sold  by  the  fee  owner,  the  difference  between  the 
net  proceeds  of  the  sale  and  the  adjusted  cost  basisl8/  is  subject  to  taxation  by  the 
Federal  Government.     If  the  land  has  been  held  longer  than  the  applicable  capital 
asset  holding  period — 6  months  in  1976,  9  months  in  1977,  and  1  year  in  1978  and 
thereafter — this  difference  is  considered  and  taxed  as  capital  gain. 

17/     This  interpretation  is  based  on  a  1971  Tax  Court  decision  in  the  case  of  Sutton 
and  Sutton  V.  Commissioner  (20,  p.   239).     The  decision  equated  "charitable 
contribution"  with  a  "gift"  defined  "as  a  voluntary  transfer  of  property  by  the  owner 
to  another  without  consideration"  (20,  p.   242).     If  the  donation  was  made  for  antici- 
pated financial  gain  rather  than  for  benevolent,  altruistic,  or  charitable  reasons  it 
was  in  the  opinion  of  the  court  not  a  charitable  contribution. 

18/     The  "adjusted"  basis  is  generally  the  original  cost  of  the  property  to  the  tax- 
payer, adjusted  to  the  date  of  sale  or  donation.     Adjustments  to  the  basis  may  include 
additions  for  capital  investments,   including  carrying  charges,  and  buying  and/or 
selling  expenses  properly  charged  to  capital  account.     In  addition,  negative  adjust- 
ments to  the  basis  may  involve  depreciation  or  depletion  allowances  and/or  allocation 
of  the  basis  between  separated  parts — or  rights — to  the  property  (Section  1016, 
Internal  Revenue  Code) . 
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When  an  open  space  easement  is  granted  on  land,   the  value  given  up  would  likely  con- 
sist of  some  of  the  original  cost  basis  of  the  land  and  some  appreciation  in  land 
value  since  the  property  was  acquired.     Thus,   if  some  of  the  appreciation  is  given  up 
with  the  easement,   it  cannot  be  taxed  as  capital  gain  when  the  property  is  sold.  The 
amount  of  this  benefit,  if  any,  will  depend  on  the  proportion  of  the  easement  value 
donated  that  is  capital  gain.     It  will  also  depend  on  the  relative  change  in  value  of 
the  property  with  the  easement  compared  to  what  this  change  would  have  been  without 
the  easement  up  until  the  time  that  the  property  is  sold.     If  the  easement  is  sold 
rather  than  donated,  not  only  are  the  income  tax  savings  foregone,  but  income  tax  must 
be  paid  on  the  capital  gain,   if  any,  realized  from  the  easement  sale. 

In  attempting  to  estimate  the  capital  gain  tax  effects  of  easement  donation,  a  major 
question  is:     what  portion  of  the  original  fee  basis  of  the  property  should  be  allo- 
cated to  the  property  rights  given  up  in  the  easement?     The  1964  ruling  permitting 
charitable  deductions  for  open  space  easements  donated  in  perpetuity  stated  that  the 
basis  of  an  easement  donor's  property  "must  be  adjusted  by  eliminating  that  part  of 
the  total  basis  which  is  properly  allocable  to  the  restrictive  easement  granted. "19/ 
The  nature  of  the  adjustment  has  been  further  defined  and  clarified  by  subsequent 
rulings.     Two  such  rulings  frequently  cited  are  Rev.  Rul.  73-339  (_7,  pp.  68-69)  and 
Rev.  Rul.   76-376  (8^,  pp.  53-54).     Alternative  theoretical  methods  of  basis  allocation 
have  also  been  discussed  by  Olson  (13 ,  p.  363).     However,   the  presently  acceptable 
method  for  allocating  the  basis  if  a  taxpayer  makes  a  charitable  contribution  of  less 
than  his  entire  interest  in  appreciated  property  is  specified  in  the  Income  Tax 
Regulations : 

The  adjusted  basis  of  the  contributed  portion  of  the  property  shall  be 
that  portion  of  the  adjusted  basis  of  the  entire  property  which  bears 
the  same  ratio  to  the  total  adjusted  basis  as  the  fair  market  value  of 
the  contributed  portion  of  the  property  bears  to  the  fair  market  value 
of  the  entire  property  (Sec.  1 . 170A-4 (c) (1) (ii) ) . 

A  number  of  examples  of  basis  allocation  are  presented  in  the  Internal  Revenue  Ser- 
vice's taxpayer  guide  for  contribution  deductions  (9^). 

As  an  example  of  the  allocation  procedure,  using  Mr.  Green's  situation  discussed 
earlier : 

1.  Mr.  Green  paid  $1,800  per  acre  for  his  property  (total  adjusted  basis); 

2.  The  current  value  of  the  full  fee  rights  is  $3,000  per  acre  (total  fair 
market  value) ;  and 

3.  The  current  value  of  the  open  space  easement  is  $1,800  per  acre  (fair  market 
value  of  contributed  portion) . 

Based  on  the  above,  60  percent  ($1 , 800/$3, 000)  of  the  basis  or  $1,080  (.60  x  $1,800) 
per  acre  would  be  allocated  to  the  easement.     The  capital  gain  value  donated  would 
then  be  $720  ($1,800  -  $1,080).     This  method  assumes  the  rights  transferred  in  the 
easement  have  always  accounted  for  60  percent  of  the  value  of  the  property. 

Assume  Mr.  Green  sells  the  open  space  easement  on  his  80  acres  for  the  appraised  value 
--$1,800  per  acre  or  $144,000.     Based  on  his  original  cost  of  $144,000  for  the  land  in 
fee  simple  and  the  proportion  of  the  present  fair  market  value  sold  (60%),  his  cost 
for  the  easement  is  .60  x  $144,000  or  $86,400. 


19/     Revenue  Ruling  64-205  (_6,  p.  63). 
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With  a  $45,000  tax  table  income,  disregarding  the  easement  sale,  his  income  tax  would 
be  as  follows,  using  the  alternative  capital  gains  tax  computation  procedure. 20/ 


Item 


Sale  price  of  easement 

Cost  basis  allocated  to  easement 
Total  capital  gain 

Tax  computation: 

Tax  on  $45,000  tax  table  income,  excluding  capital  gain 

Tax  on  first  $50,000  of  capital  gain  (?  25% 

Plus:     Tax  on  ordinary  income  plus  one-half  of 
capital  gain  ($73,800)   .   .   .  $27,045 

Minus  tax  on  ordinary  income  plus 
$25,000  (70,000)    $24,955 

Difference  in  above  tax 


Value 
Dollars 
144,000 
-86,400 

57,600 


12,104 
12,500 


2,090 


26,694 


That  is,   if  the  easement  were  sold  rather  than  donated,  Mr.  Green  would  lose  the  tax 
savings  from  up  to  6  tax  years  and  would  pay  an  additional  $14,590  of  tax  ($26,694  - 
$12,104)  on  the  capital  gain  realized  from  the  sale.     A  summary  of  the  economics  of 
easement  donation  in  comparison  with  a  one-payment  sale  of  the  easement  is  presented 
below: 


20/     This  capital  gains  tax  computation  assumes  a  one-payment  sale  of  the  easement. 
The  capital  gains  tax  could  probably  be  reduced  significantly  by  an  installment  sale 
of  the  easement.     However,   the  one-payment  sale  illustrates  the  most  favorable  eco- 
nomic comparison  for  donating  an  easement.     The  tax  obligation  would  decrease  with  an 
installment  sale  and  easement  donation  would  appear  even  less  favorable  from  an 
economic  viewpoint.     Furthermore,   this  example  is  only  for  purposes  of  illustration. 
Most  property  owners  will  not  have  the  alternative  of  selling  the  easement — as  there 
will  be  no  buyers — while  the  alternative  of  easement  donation  will  exist. 
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Item 


Gift  of  easement  Sale  of  easement 


Dollars 


Present  value  of  tax  savings  of  $8,947 
for  6  years  discounted  at  8%  21/ 

Net  proceeds  of  sale  of  easement: 

Sale  price 

Minus  tax  on  capital  gain 
Net  proceeds  from  sale 


Net  "cash"  proceeds  from  gift  or  sale 
of  easement 


Minus  cost  basis  assignable  to 
easement 

Net  from  disposition  of  easement 
Difference  in  net  proceeds 


41,361 


41,361 


86,400 
•45,039 


144,000 
14,590 
129,410 

129,410 

86,400 
43,010 


88,049 


As  indicated  by  the  tabular  summary  above,  selling  the  easement,  even  with  a  one- 
payment  sale,  will  result  in  a  great  deal  more  net  proceeds  than  donating  the  easement, 
at  least  with  the  assumptions  of  the  example.     However,  for  someone  with  a  larger 
taxable  income,  subject  to  a  higher  marginal  tax  rate,  the  difference  would  be  smaller. 

Additional  examples  of  the  net  "cash"  proceeds  from  easement  donation  in  comparison 
with  easement  sale  are  presented  in  table  4.     The  cases  analyzed  use  the  contribution 
bases,  maximum  deductible  easement  values,  and  tax  table  incomes  associated  with  the 
tax  savings  on  the  main  diagonal  of  table  2.     Only  the  net  proceeds  after  Federal 
taxes  are  considered.     The  property  cost  basis  assignable  to  the  easement  has  not  been 
deducted. 22/ 

21/     Computed  as  the  present  value  of  an  annuity  for  6  years  at  8%  interest  based  on 
the  tax  savings  from  the  example  using  a  constant  $80,000  contribution  base  and 
$45,000  taxable  income  before  considering  the  easement  donation  deduction.     This  pro- 
cedure assumes  one  year  elapses  between  easement  donation  and  realization  of  the  first 
year's  tax  savings.     If  the  easement  donation  was  assumed  to  occur  at  the  end  of  the 
tax  year;   the  first  year's  tax  savings  realized  immediately;  and  the  subsequent  5 
years'  tax  savings  realized  at  1-year  intervals,  the  present  value  would  be  $44,670. 
Basing  the  present  value  computation  on  the  second  example  of  easement  donation,  with 
varying  contribution  bases  and  taxable  incomes,  would  result  in  a  present  value  of  tax 
savings  of  $43,483  or  $46,962  depending  on  realization  of  the  tax  savings  as  discussed 
above  in  this  note. 

22/    The  basis  was  not  deducted  so  that  the  current  cash  flow  situation  resulting 
from  easement  donation  or  sale  would  be  depicted.     However,  if  one  wishes  to  compare 
the  effects  on  taxpayer's  wealth  of  donating  or  selling  an  easement,  the  cost  basis 
should  be  deducted  from  the  present  value  of  tax  savings  (Column  4)  and  from  the  net 
"cash"  proceeds  from  selling  an  easement  (Column  5) .     Based  on  the  assumption  used  in 
table  4  this  reduction  should  be  20  percent  of  the  values  shown  in  column  2.  The 
values  in  column  6  can  be  compared  to  those  in  column  4  directly  if  the  easements  are 
assumed  to  have  no  cost  basis. 
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As  for  the  example  of  Mr.  Green,   installment  easement  sales  were  not  considered  in 
computing  capital  gains  taxes.     The  easement  value  was  considered  to  be  80  percent  and 
100  percent  capital  gain  in  computing  the  values  shown  in  columns  5  and  6  of  table  4, 
respectively,  for  illustrative  purposes.     A  lower  percentage  of  capital  gain  implies 
less  tax  and  a  greater  proportion  of  sale  value  realized  as  net  proceeds.     Thus  with 
100  percent  capital  gain  the  proceeds  are  the  absolute  minimum  that  would  be  realized 
from  the  sale  of  easements — excluding  selling  expenses. 

Easement  donation  was  never  found  to  be  economically  preferable  to  sale  of  the  ease- 
ment.    However,  in  many  areas  there  may  be  no  opportunity  to  sell  open  space  or  con- 
servation easements,  whereas  it  might  be  possible  to  donate  the  easement.     By  donating 
the  easement,  a  landowner  could  achieve  other  goals  such  as  maintaining  the  land  in 
open  space  uses,  and/or  minimizing  the  cost  of  transferring  the  property  to  another 
owner  through  gift  or  bequest. 

As  a  slightly  different  look  at  the  economics  of  easement  donation  with  respect  to 
capital  gains,   consider  what  happens  if  Mr.  Green  donates  the  easement  and  then  later 
sells  the  land  subject  to  the  restriction.     Although  the  land  can  be  sold  at  any  time 
— including  immediately  after  donating  the  easement — and  the  donation  deduction 
claimed,  assume  Mr.  Green  keeps  the  land  for  7  years  after  making  the  easement  dona- 
tion.    During  this  time,  the  value  of  the  land  subject  to  the  easement  is  assumed  to 
appreciate  at  the  rate  of  8  percent  per  year.     The  appreciated  value  of  the  land  at 
the  end  of  the  7-year  period  would  be  $164,527.     Based  on  the  original  cost  of 
$144,000  for  the  land  and  the  proportion  of  the  value  donated  (60%),  Mr.  Green's 
adjusted  cost  basis  is  $57,600. 

Assume  similar  land  without  an  open  space  easement  also  appreciates  at  the  rate  of  8 
percent  per  year.     Therefore,   the  estimated  value  of  the  land  without  the  easement  is 
$411,318.     For  purposes  of  this  illustration,  assume  Mr.  Green's  adjusted  gross  and 
tax  table  incomes  have  increased  to  $120,000  and  $65,000,  respectively,  during  the  7- 
year  period  (about  6  percent  annually) .     This  is  about  the  income  level  that  might  be 
expected  under  the  variable-income  example  used  in  illustrating  the  charitable  dona- 
tion tax  savings  earlier  in  this  report.     The  tax  computation  (Federal  personal  income 
plus  capital  gains)  for  the  year  in  which  the  property  is  sold,  considered  without  and 
with  the  open  space  easement,  is : 23/ 


23/     Assuming,  as  before,  that  Mr.  Green  is  married  and  files  a  joint  return  with  a 
spouse  (or  that  he  is  a  qualified  widower  in  the  first  2  years  after  the  year  in  which 
his  spouse  died) . 
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Item 


Sale  amount  or  value 

Minus  cost  basis 

Total  capital  gain 

Tax  on  $65,000  tax  table  income, 
excluding  capital  gain 

+  Tax  on  first  $50,000  of 
capital  gain  (9  25% 

Tax  on  ordinary  tax  table 
income  +  one-half  the 
capital  gain: 

($65,000  +  $133,659) 

($65,000  +  $53,464) 

Minus  (tax  on  $65,000  + 
$25,000) 

Total  ordinary  income  and 
capital  gains  tax  24/ 


Without 
easement 


411,318 
144,000 
267,318 

22,279 

12,500 


Dollars 


106,632 


-36,234 


105,177 


With 
easement 


164,527 
57,600 
106,927 

22,279 

12,500 


53,534 


•36,234 


52,079 


The  capital  gains  tax  on  the  property,  assuming  no  easement,   totals  $82,898  ($12,500  + 
$106,632  -  $36,234)  while  the  capital  gains  tax  on  the  property  subject  to  the  ease- 
ment is  only  $29,800  ($12,500  +  $53,534  -  $36,234).     This  difference  in  capital  gains 
tax  serves  to  at  least  partially  offset  the  reduction  in  value  of  the  property  due  to 
the  open  space  easement  given  up  by  Mr.  Green  7  years  earlier. 

For  Mr.  Green  the  final  summary  and  comparison  of  the  net  revenue  from  selling  land 
without  an  easement  and  selling  land  subject  to  an  open  space  easement  is  presented 
below: 


24/     This  again  assumes  Mr.  Green  receives  total  payment  for  the  property  sold — for 
both  the  without  and  with  easement  cases — in  the  year  of  sale.     Capital  gains  tax  for 
both  situations  could  probably  be  reduced  significantly  with  a  carefully  planned 
installment  sale  of  the  property. 
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Item 


Without 
easement 


With 
easement 


Sale  amount  or  value 
-  Cost  basis 


=  Capital  gain 

Marginal  tax  on  capital  gain 

Sale  amount  or  value  -  marginal  tax 

+  Present  value  of  previous  tax 
savings  25/ 


=  Gross  receipts  -  tax  on 
capital  gain 

-  Original  cost  of  property 


=  Net  receipts  from  sale  of 
property- 
Difference  in  net  receipts  from 
sale  of  property  without  and 
with  donation  of  an  open  space 


The  summary  above  presents  the  capital  gain  computation  (as  shoim  at  the  top  of  the 
previous  tabular  display) .     This  is  followed  by  the  amount  of  the  tax  on  the  capital 
gain  computed  using  the  "alternative  tax"  computation  method.     The  effect  on  this 
computation  is  to  tax  the  first  $50,000  of  net  long-term  capital  gain  at  25%  and  the 
balance  of  the  gain  at  a  higher  rate  depending  on  the  taxpayer's  marginal  tax  rate. 
The  remainder  of  the  summary  presents  an  analysis  of  net  revenue  which  first  assumes 
no  easement  and  second  assumes  that  the  property  is  subject  to  an  open  space  easement 
donated  7  years  earlier  which  resulted  in  Mr.  Green  saving  $8,947  annually  on  his 
personal  income  tax  for  a  6-year  period. 

Most  of  the  summary  items  seem  self-explanatory.     However,   the  deduction  of  the  ori- 
ginal cost  may  be  somewhat  confusing.     The  original  cost  is  not  subtracted  from  the 
sale  amount  as  is  done  in  the  capital  gain  computation  as  the  capital  gain  computation 
represents  an  "artificial"  change  in  cost  basis  based  on  the  easement  donation. 
Instead,   the  adjusted  gross  receipts  are  computed  as  the  sale  value  minus  the  capital 
gains  tax  plus  the  present  value  of  prior  tax  savings  from  easement  donation.  The 
full  original  cost  of  the  property  is  then  subtracted  from  the  receipts  from  land  sold 
without  and  with  an  open  space  easement.     The  resulting  net  receipts  represent  a  more 

correct"  amount  realized  by  Mr.  Green.  If  the  cost  basis  used  in  the  capital  gain 
computation  had  been  used,  land  sold  with  an  easement  would  have  appeared  to  result 

25/     The  present  value  of  the  tax  savings  during  the  6  years  following  easement 
donation.     Computed  by  determining  the  present  value  of  an  annuity  of  $8,947  annually 
for  6  years  and  determining  the  amount  of  the  future  value  of  that  amount  compounded 
for  7  years,  all  at  8%.     In  numerical  terms  this  was:     $8,947  x  4.62287966  x 
1.71382427. 


Dollars 


411,318 
144,000 
267,318 
82,898 
328,420 


164,527 


57,600 


106,927 
29,800 
134,727 


0 


70,885 


328,420 
144,000 


205,612 
144,000 


184,420 


61,612 


+122,808 
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in  $86,400  ($144,000  -  $57,600)  greater  net  receipts  making  the  difference  in  net 
receipts  only  $36,408  greater  for  the  sale  of  land  without  an  open  space  easement  than 
land  with  an  easement,  rather  than  $122,808  greater. 

The  summary  indicates  that  selling  land  not  subject  to  an  easement  is  still  consider- 
ably more  profitable  for  Mr.  Green  than  selling  land  on  which  an  open  space  easement 
has  been  previously  donated.     The  easement  donation  would  cost  him  nearly  $123,000  in 
income  after  taxes.     However,  he  would  still  make  a  profit  on  the  sale  of  his  land 
after  donating  the  open  space  easement,  based  on  the  assumptions  used  in  this  analysis. 

To  illustrate  the  effects  of  easement  donation  or  sale  by  taypayers  over  a  wide  range 
of  income  and  easement  values  on  subsequent  and  aggregate  proceeds  from  sale  of  the 
property,  a  set  of  examples  was  constructed  using  the  contribution  bases,  easement 
values,  and  taxable  incomes  from  table  4.     These  examples  estimate  the  net  receipts 
from  sale  of  land  without  and  with  an  easement.  They  also  estimate  the  present  value 
of  the  net  receipts  from  donation  or  sale  of  the  easement,  plus  the  net  receipts  from 
sale  of  the  remaining  property  rights  7  years  after  the  easement  donation  or  sale. 26/ 
The  resulting  values  are  presented  in  table  5.27_/      Taxpayer  incomes  were  assumed  con- 
stant throughout  the  7-year  period  for  purposes  of  these  examples. 

Comparison  of  the  second  and  fourth  columns  of  table  5  shows  that,  under  the  assump- 
tions specified,  easement  donation  would  never  be  economically  preferable  to  maintain- 
ing the  development  rights  intact  with  fee  ownership  of  the  property.     In  contrast  to 
the  economics  of  easement  donation,   sale  of  the  development  rights  would  seem  economi- 
cally attractive  at  all  income  levels  (comparison  of  columns  2  and  5,  table  5).  The 
principal  reason  that  sale  of  an  easement  and  subsequent  sale  of  the  remaining  proper- 
ty rights  shows  a  higher  present  value  of  net  receipts  than  sale  of  land  not  subject 
to  an  easement  is  the    "partitioning"     of  capital  gain  and  subsequent  capital  gain  tax 
between  the  easement  and  the  remaining  rights  to  the  land  sold  7  years  later.     Use  of 
installment  land  sales  or  income  averaging  when  land  not  subject  to  an  easement  is 
sold  would  reduce  and  possibly  eliminate  this  difference.     In  addition,  if  land  subject 
to  an  easement  failed  to  appreciate  in  value  as  fast  as  land  not  subject  to  the  re- 
striction, easement  sales  would  not  appear  as  attractive. 

If  land  subject  to  an  easement  and  owned  by  a  couple  with  a  taxable  income  of  $45,000 
appreciated  at  only  6  percent  annually,  the  value  7  years  after  granting  the  easement 
would  be  $90,128  instead  of  $102,829  (last  column,  appendix  table  1).     The  net 
receipts  from  sale  of  the  burdened  land  would  then  be  $69,856  or  $8,954  less  than  with 
an  8-percent  appreciation  rate  ($78,810 — see  table  5,  column  3).     The  present  value  of 
all  net  receipts  assuming  the  easement  had  been  sold  would  be  $192,293. 

Of  more  serious  consequence  to  the  economics  of  easement  sales  would  be  a  reduction  in 
the  interest  rate  on  net  proceeds  from  sale  of  the  easement.     If  the  interest  on  the 
earlier  receipts  ($71,441 — see  table  4,   column  5)  were  only  6  percent,  the  value  at 
the  end  of  7  years  would  be  $107,421  as  compared  to  $122,437  at  8  percent.  Therefore, 
even  if  all  the  land  values  appreciated  at  8  percent,   the  sale  of  land  without  an 
easement  would  result  in  $3,966  greater  net  receipts   ($190,197  -  ($78,810  +  $107,421)). 

If  both  the  appreciation  rate  on  land  subject  to  an  easement  and  the  interest  rate  on 
receipts  were  only  6  percent,  the  present  value  of  all  net  receipts  (from  the  sale  of 
an  easement  and — 7  years  later — from  the  sale  of  the  burdened  property)  would  be 

26/    Again  it  should  be  noted  that  the  property  can  be  sold  at  any  time  after  the 
easement  donation  and  the  value  of  the  donation  claimed  as  a  charitable  deduction. 
Seven  years  was  arbitrarily  selected  for  illustrative  purposes. 

27/    The  land  values  without  and  with  easements,  both  at  time  of  easement  donation 
and  7  years  later,  are  presented  in  appendix  table  I.     Major  assumptions  used  in 
estimating  these  values  are  noted  in  that  table. 
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ylll .  This  amount  is  $12,920  less  than  the  net  proceeds  from  the  sale  of  the  land 
without  the  easen.ent  ($190,197  in  column  2  of  table  5). 

Based  on  the  assumptions  used  in  the  preceding  analysis,  donating  an  easement  is  never 
more  attractive  economically  than  selling  it — if  the  opportunity  of  selling  the  ease- 
ment exists.     The  total  net  returns  upon  sale  of  the  property  7  years  after  easement 
donation  does  approach  those  from  the  sale  of  the  land  without  an  easement.     In  fact, 
for  a  couple  with  a  $325,000  tax  table  income,  total  net  returns  on  land  with  an  ease- 
ment are  about  87  percent  of  those  returns  on  land  without  an  easement.     However,  when 
a  $10,000  taxable  income  is  considered,  the  net  proceeds  are  only  about  half  those 
from  the  sale  of  land  without  an  easement. 

Sale  of  an  easement  appears  economically  attractive  at  all  income  levels.    Much,  if 
not  all,  of  the  difference  between  returns  on  land  with  and  without  an  easement, 
however,  would  be  eliminated  by  spreading  capital  gain  over  several  tax  periods 
through  installment  land  sales  or  income  averaging,  thereby  reducing  capital  gain  tax. 
The  attractiveness  of  easement  sales  could  be  further  diminished  by  lower  rates  of 
appreciation  for  land  subject  to  an  easement,  relative  to  those  rates  for  land  without 
an  easement  and/or  lower  rates  of  return  on  the  net  proceeds  of  the  easement  sale. 


Effects  of  Easement  Donation  on  Estate  and/or  Gift  Taxes 

The  effects  of  conservation  easement  donation  on  the  estate  and/or  on  the  gift  taxes 
assessed  against  the  property  should  such  a  transfer  occur  are  discussed  below.  A 
landowner  with  a  long-term  goal  of  transferring  his  property  to  someone  else  as  a 
bequest  or  gift  will  not  realize  any  capital  gain  and  therefore  not  obtain  any  capital 
gain  tax  reduction  benefits.     However,  he  or  his  heirs  may  benefit  from  reduced  estate 
or  gift  taxes  through  conservation  easement  donation. 

The  Tax  Reform  Act  of  1976  provided  for  a  unified  rate  schedule  for  estate  and  gift 
taxes  (19^,  90  STAT.  1847).     This  schedule  is  now  a  part  of  Sec.  2001  of  the  Internal 
Revenue  Code.     The  marginal  tax  rates  in  this  schedule  vary  from  18  percent  to  70 
percent.     A  unified  tax  credit  also  has  been  adopted  in  lieu  of  specific  exemptions. 
This  tax  credit  goes  into  effect  in  increased  amounts  annually  (with  minor  exceptions) 
from  $30,000  in  1977  to  $47,000  in  1981  (Sec.   2010  and  Sec.   2505  of  the  Internal 
Revenue  Code).     These  credits  increase  the  minimum  effective  marginal  tax  rates  from 
30  percent  in  1977  to  32  percent  in  1971.     In  addition  to  the  changes  in  estate  and 
gift  tax  rates,  exemptions,  and  credits,  major  changes  were  also  made  in  the  marital 
deductions,  joint  interests  interpretation,  and  valuation  of  certain  property  included 
in  a  gross  estate  used  for  farming  or  other  closely  held  business  purposes. 

However  the  property  is  transferred,   the  prior  donation  of  a  conservation  easement 
will  reduce  the  unified  estate  and  gift  tax.     This,   in  conjunction  with  the  income  tax 
savings  from  a  charitable  deduction,  could  result  in  the  recovery  of  the  entire  value 
given  away. 
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When  land  is  appraised  for  estate  or  gift  taxes,   it  is  normally  valued  at  its  highest 
use.^/    However,  if  the  land  is  subject  to  an  easement  which  limits  its  use,  the 
appraisal  must  consider  this.^/     As  a  result,   the  taxes  may  be  reduced  considerably. 
The  extent  of  the  reduction  depends  ultimately  on  the  appraised  value  of  the  total 
estate  and  lifetime  gifts  for  land  not  subject  to  an  easement,  and  for  land  with  an 
easement  in  force. 

For  purposes  of  illustration,  assume  that  Mr.  Green  died  7  years  after  donating  the 
easement  on  his  property.     Using  the  same  values  included  previously  in  the  capital 
gain  tax  example,  his  estate  would  be  $246,791  lower  in  value  with  the  80  acres  of 
land  subject  to  a  conservation  easement  than  if  he  had  not  donated  the  easement  7 
years  earlier.     The  savings  in  Federal  estate  tax,  then,  depend  on  the  sum  of  the 
taxable  estate  and  adjusted  taxable  gifts  subject  to  the  new  unified  tax  rate  schedule 
for  estate  and  gift  taxes . 30/    The  tax  savings  could  conceivably  vary  from  nothing  up 
to  70  percent  of  the  present  value  of  the  easement  donated  7  years  earlier,  depending 
on  the  deductions,  the  value  of  the  other  parts  of  the  estate,  and  the  applicable 
unified  estate  and  gift  tax  credit. 

As  the  unified  estate  and  gift  tax  credit  is  to  be  increased  annually  from  1977  until 
1981,  a  generalized  modeling  of  the  effect  of  an  easement  on  the  unified  estate  and 
gift  tax  liability  would  produce  voluminous  results.     However,  an  attempt  was  made  to 
estimate  the  minimum  estate  and  gift  tax  savings  that  might  be  expected  from  the 
existence  of  a  conservation  easement  on  the  property  transferred.     This  was  done  by 
assuming  the  entire  maximum  $47,000  unified  tax  credit  (to  be  effective  as  of  1981) 
was  deducted  from  the  tentative  unified  estate  and  gift  tax  without  and  with  a  conser- 
vation easement  on  property  in  the  estate. 

Specifying  all  of  the  assumptions  concerning  Mr.  Green's  estate  and  survivor  circum- 
stances would  unnecessarily  complicate  the  example.     However,  we  can  illustrate  the 
unified  estate  and  gift  tax  reduction  from  the  existence  of  a  conservation  easement 
with  a  set  of  assumed  values  for  the  amount  in  Mr.  Green's  estate  subject  to  the 
unified  estate  and  gift  tax.     For  example,  with  the  easement  valued  at  $246,791  at 
the  time  of  Mr.  Green's  death,   the  unified  estate  and  gift  tax  reduction  would  be  as 
follows: 


28/    The  Tax  Reform  Act  of  1976  included  provisions  for  the  special  valuation  of 
certain  real  property  devoted  to  farming  or  other  closely  held  business  use  for 
purposes  of  the  Federal  estate  tax  (Sec.   2032A  of  the  Internal  Revenue  Code).  The 
conditions  and  requirements  for  use-valuation  of  the  property  are  considerable  and 
complex.     However,  if  they  are  met,  use-value  appraisal  of  the  real  property  in  an 
estate  might  negate  the  estate  tax  reduction  benefits  from  the  existence  of  a  conser- 
vation easement.     This  assumes  that  the  difference  between  the  actual  use-value  of  the 
farm  or  other  closely  held  business  property  and  the  normal  appraisal  of  highest  use- 
value  does  not  exceed  $500,000.     If  the  appraised  difference  does  exceed  $500,000  or 
if  the  conditions  for  actual  use-value  appraisal  of  the  property  cannot  be  met  or  if 
the  transfer  is  planned  as  a  gift,  the  possibility  of  further  tax  reduction  benefits 
from  a  conservation  easement  exists. 

29/    "The  value  of  the  gross  estate  shall  include  the  value  of  all  property  to  the 
extent  of  the  interest  therein  of  the  decedent  at  the  time  of  his  death."  (Internal 
Revenue  Code  section  2033.)     "If  the  gift  is  made  in  property,  the  value  thereof  at 
the  date  of  the  gift  shall  be  considered  the  amount  of  the  gift."     (Section  2512) 

30/    The  taxable  estate  is  the  "gross  estate  less  the  total  of  exemptions  and 
deductions  allowed  under  the  Internal  Revenue  Code  of  1954  as  amended"  (24,  p.  2). 
The  adjusted  taxable  gifts  are  defined  as  "the  total  amount  of  the  taxable  gifts" 
(within  the  meaning  of  section  2503)  made  by  the  decedent  after  December  31,  1976, 
other  than  gifts  which  are  includable  in  the  gross  estate  of  the  decedent  (Section 
2001). 
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Sum  of  taxable  estate 
and  adjusted  taxable 


Unified  Federal  estate 
and  gift  tax  minus 


Tax  reduction 

due  to  the 
existence  of 
the  easement 


Without 
easement 

With 
easement 

Without 
easement 

Dollars 

With 
easement 

50,000 

0 

0 

0 

0 

100,000 

0 

0 

0 

0 

200,000 

0 

7,800 

0 

7,800 

400,000 

153,209 

74,800 

0 

74,800 

800,000 

553,209 

220,800 

128,487 

92,313 

1,600,000 

1,353,209 

553,800 

445,680 

108,120 

3,200,000 

2,953,209 

1,357,800 

1,219,001 

138,799 

6,400,000 

6,153,209 

3,483,800 

3,311,046 

172,754 

When  the  full  $47,000  tax  credit  is  considered,  as  above,  the  taxes  on  amounts  total- 
ing up  to  $175,625  are  eliminated.     There  is  only  a  very  small  tax  saving  if  the  total 
taxable  amount  without  the  easement  is  $200,000.     However,  when  larger  taxable  amounts 
are  considered,  the  tax  savings  increase  considerably.     For  example  they  increase  from 
30  percent  of  the  appreciated  easement  value  at  a  $400,000  total  of  taxable  estate 
adjusted  taxable  gifts  without  the  easement,  up  to  70  percent  of  the  value  given  up 
when  the  amount  subject  to  the  unified  tax  totals  $6,400,000,  before  considering  the 
easement  value. 


In  combination  with  the  prior  income  tax  savings  resulting  from  the  easement  donation, 
Mr.  Green  and  the  beneficiaries  of  his  estate  would  realize  aggregate  tax  savings 
totaling  from  28.7  percent  to  98.7  percent  of  the  easement  value  donated  depending  on 
the  sum  of  Mr.  Green's  taxable  estate  and  adjusted  taxable  gifts . 31/ 

To  further  generalize  the  possible  estate  and  gift  tax  savings  that  might  accrue  from 
easement  donation,  the  easements  shown  in  table  4  were  assumed  to  become  parts  of 
estates  7  years  later.     The  other  assumptions  affecting  the  unified  estate  and  gift 
tax  were  identical  to  those  in  the  example  of  Mr.  Green  discussed  above.     Table  6 
presents  the  net  unified  estate  and  gift  tax  savings  computed  with  these  assumptions. 
Considering  the  full  $47,000  tax  credit,  the  taxes  on  taxable  estates  and  adjusted 
taxable  gifts  totaling  up  to  $175,625  are  eliminated,  as  described  in  the  Mr.  Green 
example.     Also,  the  full  tax  credit  again  limits  the  tax  saving  benefits  of  easements 
at  the  $200,000  level  for  all  easement  values  and  for  very  valuable  easements  at  the 
$400,000  and  even  $800,000  taxable  estate  and  adjusted  taxable  gift  values. 

The  proportion  of  the  total  easement  value  recovered  through  tax  savings  can  be 
estimated  by  adding  the  proportion  of  the  easement  value  recovered  as  "present  value 
of   [income]  tax  savings  from  donation  of  the  easement"  from  table  4  to  the  proportion 

31/    With  all  values  adjusted  to  a  common  time  period  with  the  same  interest  or 
discount  rate  (see  also  Note  32) . 
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of  the  appreciated  value  of  the  easement  recovered  through  reduced  estate  and  gift 
taxes  from  table  6. 32/     The  results  of  these  computations  are  presented  in  table  7. 
The  total  tax  savings  exceed  the  easement  value  donated  for  only  the  two  largest  sums 
of  taxable  estate  and  adjusted  taxable  gift  values  considered  and  then  only  for  cer- 
tain of  the  higher  valued  easements. 

The  tax  gift  should  be  equivalent  whether  property  is  transferred  as  a  taxable  gift 
after  December  31,  1976  or  as  part  of  a  taxable  estate.     Factors  favoring  gifts  in- 
clude the  remaining  $3,000  annual  gift  exclusion  per  donee  (other  than  the  spouse) 
and  the  fact  that  gift  tax  paid  on  gifts  made  more  than  3  years  prior  to  death  tends 
to  reduce  the  sum  of  the  taxable  estate  and  adjusted  taxable  gifts  subject  to  tax 
rather  than  reducing  the  net-after-taxes  estate  value.     Of  course  "gifts"  to  a  charit- 
able donor  organization  are  exempt  from  gift  tax  (Sec.  2055,  Internal  Revenue  Code). 

Three  recent  changes  in  Federal  estate  and  gift  taxation  may  reduce  the  number  of  tax- 
payers that  could  benefit,  monetarily,   from  conservation  easement  donation.  These 
include:     1)     The  greatly  increased  marital  deductions  for  gift  tax  and  estate  tax;  2) 
the  new  unified  tax  credit;  and  3)  the  possibility  of  use-value  appraisal  of  land  used 
for  farming  and  other  closely  held  business  uses.     However,  reduction  in  estate  value 
from  use-value  appraisal  is  limited  to  $500,000.     In  addition,  the  conditions  for 
qualifying  are  numerous  and  complex.     Thus  a  conservation  easement  may  be  more  effec- 
tive way  of  reducing  taxable  estate  value  and  retaining  land  in  farming  or  other  open 
space  land  uses. 

In  addition  to  the  Federal  taxes,  all  States  except  Nevada  employ  death  taxes.  Most 
States  have  inheritance  taxes  and  a  few  have  estate  taxes.     According  to  Woods,  "two 
States — Oregon  and  Rhode  Island — impose  both  an  estate  and  an  inheritance  tax"  (24 , 
p.  5).     Thus  the  gift  of  a  conservation  easement  may  reduce  these  tax  liabilities  and 
further  ease  the  financial  problem  of  intergenerational  transfer.     Due  to  the  widely 
varying  nature  of  these  State  taxes,  no  attempt  will  be  made  here  to  show  their 
effects  on  taxes  levied.     However,   in  considering  the  decisions  of  whether  or  not  to 
donate  a  conservation  easement,  the  possible  reduction  of  these  taxes  should  also  be 
considered — especially  if  an  intergenerational  transfer  of  property  is  planned. 


32/    This  procedure  results  in  estimates  which  are  identical  to  the  result  of 
adjusting  all  tax  savings  and  the  easement  value  to  a  common  point  in  time  using  the 
same  interest  or  discount  rate  and  computing  the  proportion  of  easement  values 
recovered  through  tax  savings.     For  example,  determine  the  amount  of  the  "present 
value  of  tax  savings"  from  table  3  at  8%  for  7  years;  add  these  amounts  to  the  values 
in  the  appropriate  columns  to  table  5;  and  divide  the  sum    by  the  appreciated  value  of 
the  easement  in  the  column  heading.     If  the  alternative  investment  of  prior  tax  sav- 
ings produce  less  than  8%  compound  return,   then  the  percentages  are  overestimated  and 
vice  versa. 
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APPENDIX 


Appendix  table  1  contains  assumed  land  values  used  in  estimating  the  effects  of  ease- 
ment donation  on  capital  gain  taxes.     The  land  values  assume  the  easement  values 
(shown  in  tables  3  and  A)  represent  60  percent  of  the  total  property  value  when  the 
easements  were  granted.     The  values  of  land  without  and  with  easements  were  assumed  to 
appreciate  at  8  percent  annually.     The  assumed  land  sales  and  capital  gain  computa- 
tions are  based  on  a  7-year  interval  following  the  time  of  easement  donation.  The 
adjusted  cost  basis  was  assumed  to  be  20  percent  of  the  land  value  when  the  easements 
were  granted. 


Appendix  table 

1  — 

-  Total  land  values  without  and 

subject  to  a  conservation  easement 

at 

the 

time  easements 

are  granted  and 

7  years  thereafter  by 

annual  tax 

table 

income  of 

taxpayers 

Total  land  values  1/ 

Annual 
tax  table 

When  easements  were 

granted 

:                Seven  years  after 
:                granting  easements 

income 

Without 
easement 

;  With 

easement 

:        Without           :  .... 

With  easement 

:        easement  : 

Dollars 

Dollars 

10,000 

30,000 

12,000 

51,415  20,566 

15,000 

45,000 

18,000 

77,122  30,849 

25,000 

75,000 

30,000 

128,537  51,415 

45,000 

150,000 

60,000 

257,074  102,829 

85,000 

300,000 

120,000 

514,147  205,659 

165,000 

600,000 

240,000 

1,028,295  411,318 

325,000 

1,200,000 

480,000 

2,056,589  822,636 

1/  Computed  assuming  total  easement  values  from  table  4  comprised  60%  of  the  total 
land  values  and  that  the  land  values  without  and  subject  to  an  easement  appreciated  at 
8%  annually  during  the  7-year  period. 
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